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Abstract

Retirement benefits for employees of State and lgoaernment often are
overlooked or misunderstood in terms of their ssoepe, and how they are
designed and administered. The prevailing modettiement benefits for
these employees may offer lessons for other segnoéihe nation’s
workforce in terms of improving their ability totedct and retain workers,
including older employees. This model also mayrd&#esons with respect to
promoting retirement financial security in a coeetive and sustainable
manner.

This paper seeks to describe the public pensiarstzpe in the U.S., with an
emphasis on plan design features that promote wéokgevity, retention, and
employment of older Americans; and on changes bippension plan design
features and federal policies that could fosteretmgloyment of older
Americans.

Policies aimed at retirement security or extendiegworking life of older
Americans often require a delicate balance. Retumork and phased
retirement policies, for example, might work at sddth retirement security
for those who reduce their workload and/or begawaing on their retirement
savings sooner than they would have absent sugjigmns. Alternatively,
programs that provide employees additional time&adk and save for
retirement might permit the accrual of additionahéfits, as well as delay the
need to draw on retirement savings.

NASRA members are the directors and administrators of 82 statewide public
retirement systems. Together, these systems provide pension and other benefits for
two-thirds of all Sate and local government employeesin the U.S,, and hold in trust
retirement assets of more than $2.4 trillion.



Key Facts on the Public Sector Workforce and Retirment Benefit Model

State and local government employs 12 percenteoh#ttion’s workforce—more than
16 million employees. Retirement benefits for thpsklic employees contrast
sharply: in the private sector, the portion of wenkwith access to an employer-
sponsored retirement benefit is 61 percent, anddnaber with a defined benefit plan
(also known as a traditional pension) has shrumdwb0 percent. Among State and
local government workers, 98 percent have acceas @mployer-sponsored
retirement benefit, and 90 percent participate DBaplan.

In 2006, State and local government pension pl@sisluted more than $150 billion

in benefits to seven million retired workers anditisurvivors, an amount that
exceeds the gross State product of 22 States ardistrict of Columbia. Of the $16+
trillion pool of U.S. retirement assets, combinedets of pension funds sponsored by
State and local government comprise some 20 peroe#i8.24 trillion® In addition,
employees of State and local government own sor@@ BBlion in defined

contribution assefsmost of which are supplemental to DB plans.

Public employees work in cities and towns throudtibe nation, performing a broad
array of services in many fields, such as publigcation, safety, and health;
corrections; environmental protection; parks anidvi® management; finance; public
transportation; and the planning, design, constsacand maintenance of
transportation infrastructure and utilities, indhgiroads and highways,
water/wastewater resources, and energy. Nearlg-filonerths of the State and local
government workforce is concentrated in the aréaslocation, health, public safety,
corrections, and the judiciary

A recent study of public sector employment fourat #mployees of State and local
government have higher educational attainment theuprivate sector workforce:
nearly one-half of public employees hold a colleggost-graduate degree, compared
to about one-fourth in the private sectdvany public sector positions additionally
involve a degree of physical risk not commonly fdum the private sector. For
example, the nation’s “first responders”—firefigrgepolice officers, other emergency
workers, and public health officials—typically amployees of State and local
government.

Retention of experienced and trained personneitisal to the continuous and
reliable delivery of vital public serviceAs such, for both practical and public policy
reasons, public sector positions traditionally hbgen intended by policymakers and
employers to be either career-oriented or long+@huT his long-term emphasis
assists public employers by:

« promoting workforce stability through reduced twen

« increasing employers’ return on investment in erygdotraining, education, and
experience, and

- improving the ability of employers to provide guglpublic services by
maintaining a more experienced workforce.

The prevailing public sector retirement benefit miduas been designed to induce
workers to remain on the job for 20 years or longéiile also providing the financial

! Federal Reserve of the United Stafésy of Funds Accounts of the United States, Third Quarter
2007

2 Investment Company Institut2Q07 Fact Book

3 Stuart GreenfieldPublic Sector Employment: The Current Situation, Center for State and Local
Government Excellence, 2007



security to retire. NASRA supports this systemeatirement benefits in the public
sector, namely, a defined benefit program to p@wadjuaranteed benefit and a
voluntary defined contribution plan to serve aseans for employees to supplement
their retirement savings. Among other reasons, NASRs cited that the DB plan
model is often the best means to i) attract ararrdtigh quality employees by
providing stable income replacement in retiremenidng-term workers, ii) provide
ancillary casualty benefits related to disabilindaleath before retirement; and iii)
provide an optimum mix of growth potential and risknvestments, while providing
lower administrative expenses and other econonfissabe compared to individual
account plan.

Pension benefits for employees of State and looaighment are authorized by State
constitutions and statutes, and most public retm@systems are overseen by a board
of trustees whose members are a combination oétalested by fellow plan
participants, appointed by a governor or othertetéofficial(s), and ex-officio
members, such as State treasurers and auditoisoRdxenefits for public employees
generally are guaranteed and protected by conetiali statutory, and/or case law.

Unlike corporate pensions, which are preempted f&bate laws and solely regulated
by the Federal government, State and local retintispestems are regulated primarily
by State and local constitutions and laws, and ralgst comply with certain Federal
tax and age discrimination regulations. State aodllgovernments have been
innovative in designing pension plans, enablingrthe meet a variety of stakeholder
objectives and changing economic, fiscal, and deapdgc circumstances. The
exemption from a single governance structure hagiboited to the creation of a
public pension community in which each of the mitvan 2,500 public retirement
systems is unique, with differing benefit plan desi, governance structures, funding
methods, and asset allocations, among other &satur

Public pension accounting standards, regulateti&ysiovernmental Accounting
Standards Board (GASB), have evolved, with theahbje of providing information
about the financial position and condition of palgension plans and the governments
that sponsor them. Retirement systems providingfiterfor the vast majority of

public employees comply with reporting standardg@eh by the Government
Finance Officers Association (GFOA). Most publimp®n plans conduct an actuarial
valuation annually, which measures the plan’s acbeaxperience and required costs.
Financial reports for virtually all public retiremiesystems are independently audited.
As a result of these standards and practices,nrgton about public pension assets,
liabilities, benefit designs, and related featuaed characteristics is reliable,
accessible and transparent.

Public employees and Social Security

About one-fourth of State and local government woskdo not participate in Social
Security. When Social Security was first establiste®nstitutional questions arose
regarding the authority of the Federal governmenax State and local governments.
These constitutional issues were resolved in 195%&wCongress permitted voluntary
participation by State and local governments, petiimgi them to elect coverage for
their employee3 NASRA supports the affiliation of public pensiokaps with Social
Security on a voluntary basis; however, it opposaadatory coverage of public
employees under Social Secufity.

* NASRA Resolution 2003-0&upport for Defined Benefit Plans
® Rod CranePensionsin the Public Sector, University of Pennsylvania Press, 2001
® NASRA Resolution 1998-0Focial Security Resolution



Today, most or substantially all public employe®seven states—Alaska, Colorado,
Louisiana, Maine, Massachusetts, Nevada, and Ohmreti participate in Social
Security. Additionally, most or substantially alliic school teachers in six other
states—California, Connecticut, Illinois, Kentuckyissouri, and Texas—do not
participate. Also, approximately 70 percent of pelofficers and firefighters
throughout the U.S. do not participate in SocialBity.

Pension benefits for employees who do not partieipaSocial Security usually are
higher than their Social Security-eligible countetp: the higher benefit is intended to
make up for at least part of the foregone SocialB8t benefit. All State and local
government employees hired since 1984 participatdadicare.

Since pensions received from work not covered byeb&ecurity may offset Social
Security benefits (under the Government PensioseDtind Windfall Elimination
Provisions), some argue that such offsets maydsircentive to older Americans to
work in these positions.

Funding levels and actuarial practices

Public sector retirement plans originated at theigipal level in the 18 century and
were patterned after the U.S. army and navy permimel’ Substantially all public
pension plans now attempt to pre-fund the cosheif fpension benefits. After slowly
and steadily rising for many years, aggregate puyi#nsion funding levels grew to
100 percent in 2001. Although this level has deseddo 86 percent, due chiefly to
market downturns, public pension funding levels@@ected to improve in the
coming years as the strong investment returns eqpesd since 2003 become more
fully recognized in pension plan actuarial valuaioAbout two-thirds of the plans in
the Public Fund Survey are funded at 80 percehighef, a benchmark many experts
consider to be a sign of a well-funded pension .plan

Funding levels are measured annually for most pkamg rise and fall as actuarial
experience, including rates of salary growth, estient, death, investment return, etc.,
varies from the plan’s assumptions. Funding leatde are affected by the adequacy
of contributions. Most plans have a target to attall funding over a defined
timeframe, known as the funding period.

While not every plan has made significant stricegard full funding, a September
2007 study by the Government Accountability Offzejected that required
additional costs to fully fund public pension olaligpns is relatively minor:

A model GAO developed to simulate the fiscal outlook for state and local governments
indicates that, for the sector as a whole, estimated future pension costs (currently about 9
percent of employee pay) would require an increase in annual government contribution
rates of less than a half percent.9

Many plans periodically review their assumptiond adjust them accordingly
through what is known as an actuarial experienegystAs part of this process, when
assumptions are discovered to be significantlyedsfit from actual experience, the

" Clark, Craig, and Wilsor History of Public Sector Pensionsin the United States, University of
Pennsylvania Press, 2003

8 The Public Fund Survey is a compendium of statelacal government retirement data, sponsored
jointly by NASRA and the National Council on TeaclRetirement and accessible at
www.publicfundsurvey.org

9 Government Accountability Offic&tate and Local Government Retiree Benefits: Current Status of
Benefit Structures, Protections, and Fiscal Outlook for Funding Future Costs, September 2007, Report
GAO 07-1156




plan sponsor may modify the assumption to comporenclosely with experience and
anticipated trends.

A large variance in rates of investment returntipalarly over several years, can
drastically affect—positively and negatively—a pkaactuarial experience and
funding level. In order to moderate year-to-yearaes in funding levels and
required costs resulting from volatility in investnt markets, most public pension
plans phase in investment gains and losses overaexears. This “smoothing”
process has the effect of dampening volatilityunding levels and costs.

Public pension revenues: employee contributions, gtoyer contributions and
investment earnings

Three sources account for substantially all reveroliected by public pension funds:
employee contributions, employer contributions, emveéstment earnings. As shown
in the chart below, investment earnings make u@gmntby of revenue for the public
pension community as a whole.

Figure 1. State and local retirement fund sources of revenue, 1982-2006

Investment
Earnings
64.9%

Employee
Contributions
11.6%

Employer
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23.5%

Source: U.S. Census Bureau

Unlike most corporate pension plans, most emplogé&tate and local government
are required to contribute toward their pensionefierEmployee contributions
normally are made as a payroll deduction. The nmedial most typical contribution
rate is 5.0 percent of pay for Social Securityiblgyworkers and 8.0 percent for non-
Social Security-eligible workers.

Employer contribution rates vary widely among plang are subject to change based
on actuarial experience and political processes.madian employer contribution rate
for plans where participants also participate ini&dSecurity is 8.5 percent, and 11.5
percent for non-Social Security-eligible workergeTcost of pension benefits for
some groups, such as firefighters and police afficare higher because public safety
personnel usually have physically demanding jolik Wigher risk of death or
disability. As such, they usually have shorter eeselonger retirement periods, and
higher survivor, disability, and pension benefisnpared to most other employee
groups.

Policies governing employer contribution rates alaoy widely, from fixing rates in
constitution or statute, to basing rates on themsunendation of an actuary.

In many respects, State and local governments alrdg accommodate an older
workforce



The State and local government workforce is oldantthe non-government
workforce in the U.S. As shown in the chart belapproximately one-half of State
and local government employees are age 45 and abowgared to around 40
percent of the non-government, non-agriculturalkfance *°

Figure 2. Comparison of age distribution of State and local government employees and
non-government, nonagricultural employees over age 20

30
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Source: U.S. Bureau of Labor Statistics

Also, as might be expected with an older workfomsaployees of State and local
government on average have a longer tenure thamotivgovernment workforce,
which may suggest that government employers’ effartretain workers are effective
to some degree. A recent study by the Center ftrdReent Research at Boston
College found:

While private sector workers have become more mobile over time, the median years
of tenure of the public sector workforce have actually increased over the past 30
years. In 2004, the median tenure for state and local employees was 7.7 years,
compared to 5.0 years in the private sector.**

Plan design features that promote longevity and reintion

Public sector DB plans establish eligibility fotirement benefits on the basis of
participants’ age, years of service, or both. Irshuases, to receive a retirement
benefit, the participant also must elect to redinel stop working at his or her job.
Most public pensions also have a vesting perioth fiwe years being the most
typical, although vesting periods among public pleanges from immediate to 10
years.

Retirement benefits in most cases are based aanpéoyee’s salary (usually, an
average salary over the final three or five ye&enoployment), years of service, and
a calculator, also known as a retirement multipker example, an employee who
retires with 20 years of service and a final aversgjary of $55,000 from a plan with
a multiplier of 2.0% will receive an annual, lifiete benefit of $22,000, calculated as
follows:

$55,000x 20x 2.0% = $22,000

2 Bureau of Labor Statistics, U.S. Department ofdraBmployee Tenure in 2006, September 8, 2006,
USDL 06-1563
' Munnell et al., ibid.



For general employees and public school teacheospalticipate in Social Security,
the median multiplier is 1.85 percent; for non-&b8ecurity workers, the median
multiplier is 2.20 percent. The table below pla$asy replacement rates using these
median multipliers, based on 10, 20, and 30 yebssmwice.

Table 1. Salary replacement rates at median multipliers for Social Security-eligible and
in-eligible workers

Years of Service
10 20 30
Social Security-eligible median 18.5% | 37.0% 55.5%
Non-Social Security-eligible median 22.0% | 44.09% 66.0%

Through this design, a defined benefit plan is pagby designed to encourage
longevity and retention. The age required to qudbf a retirement benefit varies, but
age 60 to 65 with at least five or ten years ofiserare typical. Some plans use
criteria known as the “rule of,” such as the Rul&®@, which permits participants to
retire when the sum of their age and service cemglials 80. Still other plans permit
retirement at any age once the participant hasiada required number of years of
service credit, such as 20 or 25 for police offscand firefighters, or 25 to 30 for
school teachers and other employees.

Because many plans base retirement eligibility @y of service, it is not unusual for
a public employee to qualify for unreduced retiretigenefits before reaching 60.
This is especially true for public safety officelsit, depending on the plan, pertains
also to many public school teachers and other grofipvorkers.

In contrast to most corporate pension plans, wheterally do not provide a cost-of-
living adjustment to their annuitants, approximatelo-thirds of the plans in the
Public Fund Survey provide some form of an autoer@®LA.*? Many of those that
do not provide an automatic COLA will periodicaflyovide a COLA on an ad hoc
basis.

Graduated DB plan retirement multipliers

Some public pension plans offer graduated retirémmeuritipliers, i.e., with factors that
increase with attainment of certain age and yebssmwice. Although most DB plans
reward tenure through the use of final averagdagirdst average salary formulas,
graduated multipliers reward longer service evemnentioan those that are not
graduated, and they serve as an even greater imeuncéor workers to stay on the job
longer. Some examples of these graduated multspdier listed below.

Table 2. Selected retirement plans featuring graduated multipliers

Plan Name Retirement Multiplier

Alaska Teachers 2.0% for first 20 years; 2.5% #mteyear thereafter

0-20 years of service are multiplied by 2.1%; 20y2&rs are
multiplied by 2.15% for all years; 25-30 years araltiplied
by 2.2% for all years; 30 or more years are muégpby 2.3%
for all years.

Arizona State Retirement System

12 pyblic Fund Survey, ibid.



California Public Employees 2.0% at 60 yrs with 5 yrs of service, rising to1B% at age 63
Retirement System with 5 yrs of service

2.5% for first 30 years; for 31 years, 2.55% appteall years

Missouri Teachers ;
of service

1-30 years of service are multiplied by 2.2%. 3garg of

Ohio State Teachers service are multiplied by 2.3%, 2.4%, 2.5%, 2.6%, e

Rhode Island Employees’ 1.6% for first 10 yrs, 1.8% for yrs 11-20, 2.0% fos 21-25,
Retirement System 2.25% for yrs 26-30, 2.5% for years 31-37, 2.25%yfd38

Other plan design features intended to promote lorgyity

Deferred Retirement Option Plans, or DROPs, asdadively new addition to some
public pension plans for the purpose of extendiegwtorking life of public
employees. Although DROP designs vary, the basidainallows employees who
qualify for normal retirement benefits to continuerking, typically for a pre-
arranged period such as three or five years, wihdanonthly pension benefit they
would have received if they retired accumulatedliem in an individual account that
is paid to them upon termination from employmeniribg the “DROP” period, the
participant receives a normal salary but does antigue to accrue retirement service
credit. The original purpose for DROPs was to @eet incentive to keep public
safety personnel (police officers and firefightess)the job longer, and their use
remains primarily among public safety plans, altjtogome public pensions with
other employee groups have established DROPs.

One example of a DROP designed as a managemerb teelectively promote
additional service is the one available at the MissState Employees’ Retirement
System. MOSERS patrticipants are not required tdydpp or announce their
intention to participate in the DROP; rather thegwsy must work at least two years
beyond normal retirement eligibility to qualify farlump sum payment at retirement.
Thus, the MOSERS DRORP is referred to as a “BackDR®&ticipants may elect to
DROP their retirement date back to their earliéigthality date or five years,
whichever is less and they may do so in one-yeaements up to the maximum for
which they qualify. This arrangement can be paldidy attractive for members who
qualify for a bridge benefit from the time they chaearliest eligibility for the plan’s
benefits and the time they qualify for Social Sé@gurenefits.

Most public plans require benefits to be paid & fibrm of an annuity. A small
number of plans have added a feature permitting@raeps to receiving a portion of
their benefit as a lump sum, while continuing tedthe vast majority of the benefit
paid in the form of an annuity. This type of pragres sometimes referred to as a
partial lump sum option plan, or a “PLOP.” A PLO&mits a retiring plan participant
to receive a small portion of their retirement dé@rees a lump sum, typically with an
actuarial reduction made to their annuity. UnlikbROP, a PLOP is not necessarily
intended to extend the working lives of plan paaats, but designed properly, a
PLOP can create an incentive for participants tokvianger.

For example, the PLOP provided by the MississiRB requires participants who
meet normal retirement requirements to work antaddil three years before they
qualify for the PLOP. During the three-year peripdrticipants continue to accrue
retirement service credit; at the end of the peribd retiring participant is eligible for
a lump sum equivalent of one, two, or three yeathair retirement benefit. The
retirement annuity is actuarially reduced to rdftbe cost of the lump sum payment.
This incentive to work longer enables participantseceive a lump sum that can be



used for such purposes as paying off a mortgagengeother debt, purchasing health
care coverage, etc.

Effects on retirement age of health care coverage

While retiree health care is most often a separa@ministered and funded benefit
and is outside the purview of our research, thé @oisealth care for retirees not yet
eligible for Medicare is not insignificant in therfnulation of policy options to attract
and retain older workers. Employees may be welleskstaying on the job longer,
taking advantage of their employer-sponsored heaité, than they would be if

they retired and found they could not afford cogeraot subsidized by their
employer. Future research on employee health earefits and their effect on
attracting and retaining older workers may provrggght into this issue.

One example of a retiree health care-related biethett is intended to promote worker
retention is in Wisconsin (as well as other Statehjch gives State employees a
credit for unused sick leave toward the cost ofeethealth care benefits. This creates
an incentive for employees both to preserve siakdeand to work longer. Staying on
the job longer reduces the period when employezgaatrcovered by their employer-
sponsored plan, but also increases amounts awatiafiihance the cost of their retiree
health care benefit.

Phased retirement and return-to-work provisions

Many legislatures have approved a variety of retarwork provisions, designed to
allow retired plan participants to return to workheut forfeiting their pension

benefit, while also complying with IRS rules regaglin-service distributions. These
provisions often are intended to assist employemeeting shortages of workers, and
vary widely in their design.

For example, participants in the Arizona State leetent System who reach normal
retirement eligibility (65 years of age with 5 yeaf service, 62 with 10 years of
service, or the Rule of 80), may return to workdarASRS employer one year after
retirement, as long as there was no agreementkmgthemployer to hire the
participant at the time the participant retirednarly, ASRS participants who meet
normal retirement eligibility criteria may returm work for an ASRS employer
without waiting, as long as two criteria are mgtttfere was no agreement between
the participant and the employer for the partictgarreturn to employment; and 2)
the participant may work no more than 19 hoursyeek for any length of time, or 20
or more hours per week for no more than 20 weekygra. Essentially, these
provisions are intended to preclude participaramfreturning to work in a
permanent, full-time capacity.

As another example, Connecticut permits former scteachers to receive retirement
benefits and to be reemployed by a local boardlatation or by any constituent unit
of the State system of higher education in a pwsidesignated by the State
Commissioner of Education as a subject shortagefareahe school year in which the
former teacher is being employed. Such employmext loe for up to one full school
year and may, with prior approval by the boardekiended for an additional school
year.

Although there is concern that such policies mightsiewed by some as “double
dipping,” as participants receive both a paycheuk r@tirement check, several factors
are placing growing pressure on employers to pethmit retirees to return to work.
These factors include an increasing retirement est®aby Boomers near retirement
age; growing difficulties among employers in repigcretiring workers; employee



shortages in certain fields (e.g., teachers andtheags) and geographic areas (e.g.
rural areas and inner cities); and increasing eygaanterest in continuing to work
while receiving a retirement benefit.

Another concern, however, is that return-to-worll pghased retirement programs do
not clearly mesh with Federal pension tax lawserAge Discrimination in
Employment Act (ADEA).

Federal income tax regulations generally do nomngegualified pension plans to pay
benefits to participants before retirement. Paysang permitted to participants who
are still employed (known as in-service distribopupon the participant’s attainment
of normal retirement age or, effective after 12031/age 62. Prior to normal
retirement age or age 62, employees must have hadaafide separation from
employment for pension distributions to be madéagctvpecifically excludes
employees that are rehired by the same employepnmearranged manner.

In 2002, the IRS proposed allowing in-service dstiions to a participant before
normal retirement age under a bona fide phase@mnetnt program. NASRA
established a Phased Retirement Committee in 200arhe the written comments
submitted in response to these proposed regulatiocisided in Appendix A).

Included in the comments was a recommendatiorptiiated retirement regulations
not attempt to define normal retirement age forlisytension plans, but rather, defer
to the State and local statutes governing thesesplanfortunately, IRS last year
released final regulations defining normal retiraimege and essentially establishing a
one-size-fits-all structure.

State and local government retirement systemsstableshed through public laws by
governments acting in their sovereign capacity autgject ultimately to the oversight
of popularly-elected governmental bodies and tHaipuThe benefits provided by
many public employee retirement systems also dsuto State constitutional or
statutory provisions that bar public employers friaking back or reducing system
benefits once they have been established. Therdd&8RA and other organizations
again submitted comments urging the IRS to not semiandardized definitions on
governmental retirement systems, but instead, fier de applicable State or local
laws, regulations and policies governing theseglan

With regard to the Federal Age Discrimination in@ayment Act (ADEA), it is
currently unclear how the Equal Employment Oppatju@ommission would apply
ADEA in the case of a phased retirement or retanwvdrk programs. Another
recommendation proposed to the IRS by the 2002 NMBRased Retirement
Committee was that State and local governmentsidi@uallowed to protect the
value of a participant’s retirement benefit durangpb that covers the period between
career employment and full-time retirement, whéeegarticipant might seek reduced
hours, lower compensation, or reduced physical @mtal stress than career
employment. However, it is currently not clear hal@EA would be applied to these
concepts.

In fact, the EEOC recently found benefits that eich former employee to Medicare-
eligibility to be age discriminatory; the EEOC sabaently reversed this finding. The
Agency also has charged as age discriminationinattsability programs provided to
workers whose careers are cut short due to disabd#ifore they qualify for retirement
benefits. These types of enforcements create wegrfor employers as to how the
agency would interpret the legality of benefits athat older workers who elect to
phase out of their career or to simultaneously dxdsenefit and a paycheck with
younger workers that are in career employment.



Promoting worker longevity and employing an older vorkforce is not always the
same thing

This paper has provided evidence that public eng@syas a group, are older and stay
on the job longer than their private sector coypd#gs. This paper also has described
the role retirement plan design might play in effegz employment longevity and
employee retention. However, longevity and retentdo not necessarily translate into
employment of older Americans.

As stated above, retirement benefits for many putiployees are service-based,
rather than age-based, or at least these benefdgporate length of service into
normal retirement eligibility criteria. With the samajority of State and local
government workers in law enforcement and educatimre is a high degree of
physical risk, physical demands and stress. Sewasng police officer or firefighter is
hazardous work with physical demands. Similarlyhljpuschool teachers experience
stress and burnout after many years of servicée &tad local governments’ public
policy objective of facilitating financial security retirement after a lengthy period of
service, enables governments to continue to delivar public services with an
orderly turnover of workers, and remains a majorsaderation in retirement plan
design for public employees.

State and local government employers that wishrampte employment of older
Americans may wish to consider removing certaimiees that may serve as
impediments to potential employees. For exampthpabh vesting periods for most
public pension plans are five years or less, soarespcontinue to maintain 10-year
vesting. Such a high hurdle of commitment may eote as an inducement to older
workers to work, who may not foresee themselveskingrlong enough to qualify for
a retirement benefit.

Retirement plan designs that permit workers to stieeir retirement contributions,
plus interest or investment earnings, and perhthps some of their employer’'s
contributions, might induce older workers into palslector positions. For example,
terminating participants in the Arizona State Retient System are entitled to a
portion of their employer’s contributions, plusergst, to the pension plan beginning
at five years of service. The amount participanésemtitled to rises with additional
service, up to 100 percent with ten years of sergicmore. Participating electing this
lump sum option forfeit their retirement annuity.

Conclusion

Supreme Court Justice Louis Brandeis’ descriptio@tates as “laboratories of
democracy” is surely embodied in the evolving desigd administration of
retirement benefits for employees of State and lgegernment. This model also
enables State and local government to continuertoviate and evolve in the face of
changing circumstances.

The State and local government pension communitigeriJ.S. is notable for its size,
scope, and diversity of plan design. In certain tespects, the public sector
workforce is unique, with a wide range of respoilisiss and employees who have a
longer tenure than the other workers. Public engateglso are different, particularly
in that they are essentially perpetual entities pinavide benefit protections and long-
term sustainability. These features are in starkrest to other sectors of the U.S.
workforce, where plan sponsors may easily termittegg pension plans, or go out of
business, be acquired, or file for bankruptcy.



Along with their autonomy with regard to designifignding, and administering their
retirement benefits, and their ability to evolvelannovate in plan designs to meet
continuously changing circumstances, these and otfaacteristics help explain why
traditional pension plans in most cases work wallall public pension stakeholders—
employers, employees, taxpayers, and recipienpsiioific services.

Some challenges linger, however. Federal tax arddegrimination laws and
regulations geared toward corporate plan desigdsdas, while perhaps suitable for
corporate employers, often are at odds with Stade@cal pension plan designs laws
and protections. In addition, a careful balancé vélrequired to ensure return to work
and phased retirement policies allow employeestoug additional benefits and
delay drawing down on retirement savings, but dohaee unintended consequences,
such as encouraging employees to reduce their vaxtkdnd/or begin drawing upon
their retirement savings earlier than they wouldehabsent such programs.



Appendix A
NASRA Letter to the IRS regarding Phased Retirement

Internal Revenue Service
Courier's Desk

Internal Revenue Building
1111 Constitution Avenue NW
Washington, DC

RE: Comments on IRS Notice 2002-43
Ladies and Gentlemen:

The National Association of State Retirement Adstiaitors ("NASRA™)
appreciates the opportunity to submit commentkéolreasury Department and the
Internal Revenue Service regarding phased retireareangements under qualified
defined benefit plans. NASRA is a non-profit asatien comprised of the
administrators of the state and statewide retiréragstems within all 50 states, the
District of Columbia, and the four U.S. territorie§hese systems cover over 10
million participants, retirees, and beneficiaries &old over $1.5 trillion in assets.

Phased retirement is an area of great interesirtplan participants, the
boards of trustees of our systems, and the em@@gaaticipating in our systems.
State and local governments must meet the challehgleased retirement earlier than
the private sector, because their workforce teadsetseveral years older than the
private workforce and their wages are typically éswhan in private industry. We
have concluded that greater flexibility than isgamtly available is needed to allow
plan sponsors to offer a mix of retirement paymenis salary payments in the
emerging phased retirement environment.

We commend the Treasury Department and the Int&eatnue Service for
seeking comments on this subject, as it is nedahazasy nor a non-controversial one
to resolve. There are multiple viewpoints regagdime many possible approaches to
phased retirement, but after careful consideratfanput from NASRA members and
evaluation of the various points of view presentee offer the following response.

NASRA established a Phased Retirement Committelewelop a response to
the questions posed in Notice 2002-43. NASRA haptad six principles on phased
retirement which were used to guide the developrattitis letter. Our comments
focus exclusively on state and local governmergalspn plans and thus do not
address nondiscrimination testing and joint andisar rules.

Principles for Phased Retirement

1. Good retirement planning for some individuals meansvoiding an abrupt
termination of work and, instead gradually transitioning into a retirement
that meets their social and economic needs. Thesmgrams are called
“phased retirement” or “transitional retirement.” T hey are pre-
retirement work arrangements that permit an individual to move from
his/her career position to a position of reduced hars, lower compensation,
or reduced physical or mental stress. These do nwoiclude programs that
allow a retiree to return to work.



Greater flexibility is needed in federal guidanoel éax laws to allow states
and local governments to create programs that addine phased or
transitional retirement needs of their employee&SRA believes the
following factors argue for flexibility in retirenme¢ approaches:

* Employers are seeking ways to retain experiencqam@es,
as the slower rate of growth in the number of woslentering
the workforce is projected to result in a growiabdr shortage.
The concentration may be in certain geographicsa@satain
professions or positions, or certain employers.

* Employees are working longer. The long-runningdréoward
an earlier retirement age (especially a permanemwork”
retirement) has stopped and may have begun tosever
However, employers are not legally positioned tease the
retirement eligibility age for present employees.

* Retiree medical costs are increasing at a ratenthies it
necessary for employees to work at least enoughstiou
maintain group health coverage until they are Madic
eligible. Availability and affordability of healtimsurance is a
major driver of when employees retire.

* The Social Security retirement age is graduallyaasing to
age 67, which may motivate workers to further défeir
retirement dates.

* A growing consensus exists that the nature ofamtant is
changing. Many workers no longer wish to expemeasudden
end to work, followed by an equally sudden onsdutbtime
retirement. Instead, many workers wish to easertirement,
transitioning out of the workforce with a reducedrigdoad
and/or the flexibility to work a different schedule

* Two years ago, Congress approved the eliminatigdheoBocial
Security earnings test for persons age 65 or ofcezing older
retirees to work and earn as much as they wishowitlosing
Social Security benefits.

» Social Security is increasing the delayed retirencesdit that
serves as a reward for delaying initial benefierptpast the
normal retirement age. This credit will increasmnt three
percent per year of benefit delay to eight perbgr2008.

* The Phased Retirement Liberalization Act was inticadl in
Congress in 2000. This bill would have permittedirted
benefit pension plans to make in-service distrimsgiat the
earliest of age 59%, 30 years of service, or tmsipa plan's
normal retirement age. Although it did not pahs, hill is a
sign of Congressional interest in accommodatingleyeps and
employees seeking flexible work/retirement arrangeis



* Anincreasing number of retirees face financiadeums,
requiring them to continue working. The disastrous
performance of the equity market for the last twang also has
directly affected many members’ retirement plannihgsses
of over 20% of the value of their supplemental deid
compensation accounts and/or tax sheltered anactyunts
have caused changes in projected dates of retiteamertype
of retirement (with continuing work in some capgdieing a
growing financial reality).

2. Every retirement system is different in design. Ths, IRS activity in the
area of phased retirement should allow retirementystems to have such
programs.

Additional flexibility in payout options should lgFanted to permit variable
payouts over the lifetimes of plan participantgjuding in-service
distributions for members who meet early or norreifement criteria.
Currently, minimum distribution rules and prematdr&tribution rules
prohibit or discourage this flexibility. Also, tH®% premature distribution
penalty should be modified so that the "substdgtedual” test would still be
met if the payments were made part of a plan'sqzhestirement program.

3. Any IRS activity in the area of phased retirement nust recognize that
retirement systems have different funding methodsrad varying levels of
funding. Accordingly, IRS should not adopt any polcy that would require
retirement systems to assume additional funding olglations.

NASRA members have differing views regarding invesr distributions.
Some systems believe that in-service distributamesinherently counter to the
system’s purposes. Some of these systems areroeddbat if the IRS
permits in-service distributions, particularly wotht requiring a corresponding
decrease in workload or a limited return to servemuirement, the system
could be financially harmed. Other systems belswae limited exceptions
would be helpful and would like to see the IRSifjahat if a system elects to
do so (but with no mandate to do so), it may allowservice distributions
once a person is eligible for benefits as definedien that system. What
NASRA members can agree on is that the IRS shantlddopt any policy that
would require states to assume additional fundisiggations. Time limits on
any experiments in the phased retirement arenddhtso be permitted so
that governmental plans are able to sunset themlgruse them in
conjunction with a window program. Any IRS guidarst®uld not impose the
concept of "vesting" on these programs.

4. IRS should clarify that the definition of such terns as normal retirement
age, early retirement age, minimum retirement ageand final or highest
average compensation (or whatever term is used ingarticular
jurisdiction) should be whatever appears in the apjicable state or local
laws, regulations, case law, and policies governirige retirement system.
Such clarification serves to recognize that statenal local governments
have different ways of defining these terms.



There is strong consensus among NASRA membersi&dRS should not
attempt to define early or normal retirement agkere is a wide range of
retirement criteria in place, and it would be inaggiate, unpopular and
counterproductive for the IRS to attempt to develgtandardized definition.
Trying to “lock down” standard definitions would be impediment to state
efforts to address employer staffing and experiemeszls as well as employee
financial needs as they transition to retiremérite IRS should not attempt to
create standardized definitions for early or norreifement age, but instead
should defer to the applicable state or local laggulations and policies
governing a particular plan

5. Distribution of benefit should only be made after a individual is eligible
for a retirement benefit or allowance.

Phased retirement structures should only contempliatribution of benefits
after an individual is eligible for a retirementadit, using whatever age
and/or service the plan design requires. NASRA dfses not believe it
would be appropriate for the IRS to attempt tomefivhat workload
reductions, etc. would be required to allow in-ggdistributions.

6. Any phased retirement program should allow state ad local governments
to protect the value of a participant’s retirementbenefit during a “bridge
job.” A “bridge job” is a position that offers redu ced hours, lower
compensation, or reduced physical or mental streghan career
employment and covers the period between career eagyment and full-
time retirement. It is also called a transitional pb.

Although we realize it is not under the jurisdictiof Treasury or IRS, the
EEOC should be encouraged to review its rules regipect to phased
retirement since it is currently not clear how Af2EA should be applied to
these concepits.

Current Framework for Retirement

We thought it might be helpful to provide an ovewiof how NASRA
systems are currently structured. The provisidmaast of our systems are either
wholly or in significant part established by stkgislatures. Virtually all “plan
documents” are public record. Those two facts absly distinguish us from most
private sector plans where plan provisions arebésted by individual employers in
the context of ERISA. Our systems generally hawedheds if not thousands of
employers (cities, counties, towns, state agenpigsljc schools, universities, etc.)
who are either statutorily mandated into the stgsgem or who may elect to cover
their employees in the state system. Regardlessich approach is used (mandated
or elective), once in, employers generally musteca@ll eligible employees, perhaps
with some statutory exclusions. According to th& Census Bureau, in 1999-2000
there were more than 2,200 state and local governemployee retirement systems
covering fourteen million active employees and fiwdlion retirees. Ninety percent
of these system members participate in definedftigremsion plans. Membership in
public pension plans is concentrated in a relagigehall number of retirement
systems, with the largest seventy-five retiremgatesns representing more than 80%
of all public retirement plan participants. Of $kedargest systems, 56 are NASRA
members.



General Observations on Phased Retirement

The concept of “retirement” and the needs/wantsldér workers in retirement
are changing. If we, as pension administratoesi@meet those needs with
innovative and creative ideas, we cannot be résttioy thinking only in terms of "the
way we have always done it.”

Because no two governmental retirement systemexaely alike, it is critical
for federal tax laws and guidance to be structuitd as much flexibility as possible
to allow state and local governments to addresseqthar transitional retirement needs
of their employees as they see fit. Any guidareaifd be permissive, in that systems
(and their legislatures) should have the rightdweadop plan provisions that are the
most appropriate for their participants. For ins& public systems vary greatly
regarding what constitutes normal retirement ageedkas in the area of return-to-
work latitude. Some legislatures have chosemtd kbility to work and receive full
pension benefits, while others have traditionaéet much more flexible, and others
are moving into broader approaches to adapt togthgrdemographics and needs for
skilled workers. Therefore, no single phasedegtent approach would be
appropriate for all governmental employers.

Each state should be able to create a progranmtbeis its needs and too
many restrictions will make this difficult. Withé high cost of health insurance and
the many budget cuts facing state governmentsg thewy be instances where a state
finds that unfettered consideration of phasedeastent can work to the advantage of
employers and employees. There are also actuarnsiderations to take into account
when offering post-retirement employment with neacldefinition of how long the
employment can last, which may result in some stet@osing to limit the “phased”
period or not offer it at all. Individual stateedest positioned to look at the cost
implications, the human resource needs, and theufall' expectations of such a
program. This will also provide an “idea pool”@kative approaches to situations
that may be prevalent in several systems.

We also recognize that in some cases there wilirmog to be a desire to have
very limited availability of phased retirement, .e@nly a window of opportunity or
only certain types of employees (etgachers). There will invariably be periodic
mismatches between the demand for talent and thleopavailable talent that can be
attracted to employment. It would not be wiseddrass these periodic mismatches
by making changes to the underlying design of iseraent plan that is, for all
practical purposes, achieving broad policy objegivHowever, through a change in
or clarification to the historical policy regardipgrtial work, management could be
empowered to address short-term personnel needgpping the retired population in
filling critical positions where temporary workfashortages exist.

NASRA believes that in some states, the policymakell decide that they
want to allow gradual transitions to retirement.tHose states, the policymakers will
consider pre-retirement work arrangements desigmeérmit employees to move
from his/her career position to a position of reztlibours, lower compensation,
and/or reduced physical or mental stress. NASR®&Es that any phased retirement
structure should only contemplate distribution ehéfits after an individual is eligible
for a retirement benefit, using whatever age anskovice the plan design requires.
As noted earlier, the IRS should not attempt terictplan design, but simply defer to
the applicable state or local laws, regulations poltties governing a particular plan.



In closing, we thank you for soliciting commentstbase very important
issues. We applaud the Service’s willingness tesmer whether federal actions in
this area are appropriate, and we would be ple@setbet with you to discuss these
issues further. Please feel free to call me at)(xxx-xxxx; our Phased Retirement
Committee Chair, Laurie Hacking at (xxx) xxx-xx»ot, our director of federal
relations, Jeannine Markoe Raymond at (202) 624r141

Very truly yours,

Frank Ready, President
National Association of State Retirement Adminiira



